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Students’ Department
Edited

by

H. A. Finney

Deceptive Averages
Editor, Students' Department:
Sir: Will you please advise me in regard to the following accounting
principle? In the “retail inventory system,” as used in many department
stores, the “inventory at cost” at the end of any month is arrived at by
multiplying the amount of the retail inventory at the same date by 100%
minus the average per cent of mark-up for all periods to date. In other
words, inventory at cost at February 28, 1920 = retail inventory at Febru
ary 28, 1920 X (100% minus per cent of mark-up for 2 months to February
28, 1920). By “retail inventory” is meant the value of the goods on hand
at selling prices.
To illustrate, assume that the retail inventory at February 28, 1920, is
$5,340.00, and that the per cent of mark-up to February 28, 1920, is 45.65%.
Then cost of inventory at February 28, 1920, is $5,340.00 X (100% —
45.65%), or $5,340.00 X 54-35%, or $2,902.29.
Does the above method of figuring inventory at cost presume to give
accurate results, or does it operate to deceive in the manner that averaging
does as indicated in the article in The Journal of Accountancy for the
month of September, 1919, page 237? If you take a carpet department
where the unsold items of the inventory can be identified it will not prove
out.
Yours truly,
San Francisco.
S. C. P.
Averages are very likely to be deceptive, and it seems probable that the
method of approximating the cost of an inventory, as indicated in your
letter, would produce inaccurate results practically every time. The reason
is that with different quantities priced at different rates of write-up, you
have a problem in weighted averages, with different weightings for goods
purchased, goods sold and goods still in the inventory, because the goods
marked at different rates of write-up are purchased, sold and on hand in
varying ratios. It is probable that the concern attempting to use this
method of approximating the inventory ignores the principle of weighting
altogether and attempts to apply a simple average rate of write-up.
To illustrate the error which this will produce, let us assume that 500
articles are written up 20% of the selling price. That is, the 500 articles
cost 80% and are priced to sell at 100%. Two articles of another class are
written up 10%. That is, they cost 90% and are priced to sell at 100%.
Thus we have two rates of write-up: 20% and 10%. The average of these
two rates is 15%, and 100% — 15% = 85%. Now let us assume that at
the end of the month one-half of the. goods of each class has been sold, the
other half remaining in the inventory. By applying the average rate we
would value the 250 articles of the first class at 85%, although they cost
only 80%; and we would value the one article of the second class at 85%,
although it cost 90%. Clearly, the articles of the first group are consider
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ably over-valued, and the remaining article of the second group is con
siderably undervalued. It is almost certain that the over-valuation of one
group will not offset the under-valuation of the other group, with the result
that the inventory will be either over-valued or under-valued.
This may be made clearer by using an illustration with figures represent
ing dollar values instead of per cents. Assume, therefore, the following
facts:
Number Selling price Selling price
Purchased
Each
Class
Total
Write-up
Cost
$200.00
A....... ......... 500
$100,000.00
$70,000.00
30%
150.00
15,000.00
20
B ....... .......... 100
12,000.00
100.00
C....... .........
400.00
10
360.00
4
Simple average of rates of write-up................................

20

Now, assuming that one-half of the goods of each class has been sold, the
attempted approximation of the cost of the inventory would be made in the
following manner and with the following incorrect results:
Number
Class
on hand
A........................ ................... 250
B ...................... ...................
50
2
C ...................... ...................

Selling price
each
$200.00
150.00
100.00

Selling price
total
$50,000.00
7,500.00
200.00

Total "retail inventory”.................................................................
Multiply by (100% — 20%)........................................................

$57,700.00
80%

Estimated cost ................................................................................

$46,160.00

But the true cost of the inventory is as follows:
Class
Cost of purchases
A ......................................... $70,000.00
B .........................................
12,000.00
C .........................................
360.00

Cost of one-half of
purchases—in inventory
$35,000.00
6,ooo.co
180.00

Total ...................................................................

$41,180.00

This discrepancy may be accounted for in detail as follows:
Estimated cost = 80%
Class
of selling price
A ...................... $40,000.00
B ......................
6,000.00
C ......................
160.00

True cost
$35,000.00
6,000.00
180.00

Over-valuation
Under-valuation*
$5,000.00

Net over-valuation ...................................................................
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The error is due to the use of the simple average rate of write-up, 20%,
which really applies to the goods of Class B only, and it applies to that
class because the average rate happens to be the actual rate of write-up
for goods of that class. The use of a weighted average rate of mark-up
would produce more accurate results. Such a rate could be computed as
follows:

Class
A .....................................
B .....................................
C .....................................

Total cost
$70,000.00
12,000.00
360.00

Total marked selling price
$1oo,ooo.co
15,000.00
400.00

Totals .................................

$82,360.00

$115,400.00

Deduct cost.........................

82,360.00

Total write-up..................

$33,040.00

Then 33,040.00
115,400.00 = 28.63085%, rate of mark-up.
The rate would then be applied to the approximation of the inventory
as follows:

Total inventory at selling price (as above).........
Multiply by 100% — 28.63085%..............................

$57,700.00
71.36915%

Cost of inventory ......................................................

$41,180.00

This is the true cost, but it would be misleading to leave the impression
that true cost could always be computed in this manner. It happens to be
the true cost in this case because in addition to using a weighted average
rate, which is a matter of principle, the sales were in the same ratio as the
purchases. Exactly one-half of the goods of each class was sold—this is
a matter of chance and would rarely be a fact. Therefore, even the use
of a weighted average of the rates of write-up would rarely result in a
correct calculation of the inventory, as may be seen from the following
continuation of the illustration, the inventory being no longer in the same
ratio as the purchases :
Approximation of inventory by proposed method
Units in
inventory
Class
A ........... ............... 50
B ........... ............... 90
1
C ........... ...............

Selling
price each
$200.00
150.00
100.00

Total
selling price
$10,000.00
13,500.00
100.00

Total inventory at selling prices..................................
Multiply (as before) by...............................................

$23,600.00
71.36915%

Cost by approximation...................................................

$16,843.12
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Computation of true cost of inventory

Units in
Class
inventory
A ........... ............... 50
B ........... ............... 90
C ........... ...............
1

Cost each
$140.00
120.00
90.00

True cost of inventory......................................................

Total cost
$ 7,000.00
10,800.00
90.00

$17,890.00

These illustrations indicate that, unless a weighted average rate or
write-up is used, and unless the sales of all classes of goods are in the same
ratio as the purchases of all classes, so as to make the ratio of realized
gross profit the same as the ratio of write-up, this method of approximation
will not produce accurate results.
Common Stock Without Par Value
Editor, Students’ Department:
Sir: If consistent, I would appreciate an answer to the following:
A company is organized as a holding company, its capital stock in two
classes: preferred and common without par value. The preferred, par
$100.00, is sold for $80.00 with a bonus of two shares common. The com
pany’s only asset is the cash realized from these sales.
It now purchases the stock of another company, giving cash and a block
of the common stock. Will you kindly outline the entries to record the
above on the books of the holding company, and state at what value the
common stock should be shown as issued?
Yours truly,
Chicago.
J. A. O.

As to the issue of preferred stock at 80 with a bonus of common stock
without par value, the preferred stock should be credited at par, cash debited
for the 80 and discount on preferred stock debited for the 20. Nothing was
received for the common stock, hence no credit can be made in the capital
stock common account. The account with stock without par value should
be credited with only those amounts actually paid in on the stock, and with
any surplus transformed into fixed capital by action of the directors, such
action being analogous to the declaration of a stock dividend.
The difficult question arises in states, such as Illinois, which require that
a minimum amount, $5.00 per share in Illinois, shall be paid for common
stock without par value. It is difficult to see how a transaction such as the
one outlined in the letter could be carried out legally in such a state. It
would seem that giving the common stock as a bonus would be a direct
violation of the law. Possibly the difficulty might be avoided by the subter
fuge of taking subscriptions to the common stock at $5.00 per share and
subscriptions to the preferred stock at $70.00 per share. The subscriber
would thus pay $80.00 for his one share of preferred and two shares of
common as before. In that case discount on preferred stock would be
debited with $30.00; the issue of the common stock would be recorded by a
debit to cash and a credit to capital stock common at $5.00 per share.
If the law of the state in which the corporation is organized permits the
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issue of common stock as a bonus, the balance-sheet would not show any
value for the common stock until profits gave it a value. But the balancesheet should show the number of common shares issued, and therefore a
capital stock common account should be opened and memorandums made
therein, stating the number of shares authorized and the number issued, but
no values would be entered in the money columns.
As to the purchase of the subsidiary stock, the contract for the purchase
should stipulate the value of the stock acquired. The difference between this
agreed value and the cash given would be credited to the capital stock
common account. Unless the value of the subsidiary stock is agreed to, it
is difficult to see how the proper credit to the capital stock common ac
count could be determined. The proper credit is the amount actually paid in
for the stock, and if the property paid in is not valued there is no way of
valuing the common stock when it has no book value.

Sinking Fund Contributions
Editor, Students’ Department:

Sir: The writer, in going through the late Charles E. Sprague’s Ac
countancy of Investment, came upon the following problem on page 185:
“On July 1, 1914, a company decides to accumulate a sinking fund of
$100,000.00 by July 1, 1921, assuming that interest on the fund will be at the
rate of 4% per annum. It is expected that annual contributions to the fund
of $12,000.00 each will be made on July 1, 1917, 1918, 1919, 1920 and 1921.
Find the two equal contributions required at July 1, 1915 and 1916, in order
that the seven contributions, with accumulated interest, may amount to
$100,000.00.”
On the next page, Professor Sprague gives the answer as $14,103.35, but
does not show how he obtains these figures. On page 184, a footnote states
that these problems are in connection with the text of chapter VII, but the
writer could not find any theory there covering this sort of problem.
I shall feel greatly obliged to you if you would explain how this answer
is obtained.
Yours truly,
Chicago.
H. N. H.

The last five payments are an annuity, because they are equal in amount
and are contributed at equal intervals. An annuity table shows that the
amount of an annuity of $1.00 for five periods at 4% is $5.416323. The five
payments of $12,000.00 each will therefore amount to $5.416323 X $12,000,
or $64,995.88. The first two payments will have to produce the remainder
of the fund, or $35,004.12.
An interest table shows that the amount of $1.00 at 4% compound in
terest at the end of 6 periods is $1.265319, and that the amount at the end
of 5 periods is $1.216653.
Then $1.00 invested July 1, 1915, will amount to... .
And $1.00 invested July 1, 1916, will amount to. ...

$1.265319
1.216653

Total .......................................................................

$2.481972
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Hence $35,004.12
2.481972 = $14,103.35, the amount of the two equal
contributions to be made at July 1, 1915, and July 1, 1916.
Changing From Stock With Par Value

to

No-par Stock

Editor, Students’ Department:
Sir: A corporation, having the following capital and surplus accounts,
changes from a par to a non-par value :
Preferred stock: 1,400,000 shares @ $5.00........... $ 7,000,000.00
Common stock: 3,600,000 shares @ $5.00............. 18,000,000.00
Surplus:
Capital surplus, from premium on share sold. 2,500,000.00
Earned surplus ................................................. 10,000,000.00

The common stock of $5.00 par value is to be exchanged for non-par
value stock at the rate of five shares of the old for one share of the new.
The argument has been advanced that the liability to set against the 720,000
shares of non-par value stock would be the par value of the old common
stock plus the entire surplus, or $30,500,000.00. I hold that the new stock
should be capitalized at the figure which represents its consideration, i. e.,
the retirement of the par value stock carried on the books at $18,000,000.00.
I do not see any advantage or necessity of closing the surplus account into
capital account, as, by the very nature of the non-par plan, each share
represents its aliquot part of the excess of assets over liabilities. It is my
belief that the balance-sheet should reflect the new capital and surplus items
in the following form :
Capital:
7% cumulative, convertible preferred stock,
1,400,000 shares @ $5.00 each................. $ 7,000,000.00
Balance represented by common stock, 720,000
shares without par value.................................. 18,000,000.00

Total paid-in capital ...............................................
Capital surplus ........................................................
Earned surplus ........................................................

25,000,000.00
2,500,000.00
10,000,000.00

Total capital .................................................... $37,500,000.00
Will you kindly give your views on the subject?

Tulsa, Oklahoma.

,

Yours truly,
H. E. M.

Assuming that the preferred stockholders have no claims against the
surplus on account of dividends in arrears, the question as to whether the
no-par value capital stock account should be credited with the par of the
stock retired or with the par of that stock plus the surplus depends entirely
upon the action of the directors. If they take no specific action covering
the point, the credit should be for the par of the retired stock only. This
is because of the probability that the courts will consider that surplus trans
ferred to the capital stock account by action of the directors is equivalent
to a stock dividend and is not available thereafter for cash dividends. So
far as I know the courts have not yet decided this point, but until they do
it would be a wise precaution to avoid any action which may be construed
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into tying up surplus into fixed capital unless it is the desire of the directors
to do so.
The account with no par value stock should be credited with the amount
paid to the corporation for the common stock. The surplus account will
then represent earnings. If the original common stock was issued at a pre
mium this was virtually a part of the payment made by the holders of the
no-par common stock as a contribution to the capital of the company, and
on the theory that the no-par value capital stock account should be credited
with what is paid in by the common stockholders, it would be logical to credit
the capital stock account with such a portion of the capital surplus account
as represents premiums paid on the original issue of common stock.
This case should be distinguished from the organization of a new cor
poration with no-par value stock for the purpose of buying the assets of
an existing corporation with par-value stock. If the no-par value stock
is given to the old corporation for its net assets, the value of these net assets
determines the value of the no-par stock, and the total amount should be
credited to the capital stock account.

Sales Cancellations and Re-sales

Editor, Students’ Department:
Sir: Will you please advise me the correct way of handling re-sales
made by salesmen after the goods have been charged to the account of one
customer, but delivered by salesmen at destination to another customer.
Yours truly,
New Orleans.
L. G. L.
Presumably the order was canceled by the first customer, and the entry for
the sale should be reversed. The charge should be made to sales account
and not to sales returns and allowances, because the cancellation is different
in nature from a return or allowance adjustment and because the sales ac
count would otherwise contain a duplication of sales. The sale to the new
customer can then be put through the books in the customary manner.
Inventory Reserve
Editor, Students’ Department:
Sir: I should like to have your idea as to the value of an account called
“reserve for depreciation of merchandise,” which is used in the following
manner:
In a department store, at the end of every fiscal year, a certain amount,
between 4% and 5% of the inventory, is set aside from the profits and
credited to the account of reserve for depreciation of merchandise. The
inventory has always been taken, they tell me, at cost, which in this time
is lower than the market prices, and those articles that are old or damaged in
any way are taken at less than cost, in proportion to the damage.
During the last three years this policy has been followed, and the store
has now an amount of nearly 15% of the merchandise on hand in this
account of depreciation. When making a balance-sheet it has been the
custom to deduct this reserve from the total amount of the inventory in
the balance-sheet itself, and the difference is what is added to the current
assets. Now, I would like to know the following:
1. Whether it is proper to deduct a reserve for depreciation from the
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inventory if the inventory is taken at cost less the damaged goods.
2. Whether, the reserve having been made, it is not better to call it
“reserve for working capital,” or “reserve for possible changes in prices,’
or just to add it to the regular reserve fund for contingencies and consider
it in any way as a surplus account.
3. If the reserve is treated as up to now; that is, calling it depreciation
and deducting it from the inventories, how is it considered by banks—as a
surplus or as any other depreciation reserve like the one provided for the
wear and tear of furniture and fixtures ?
Any assistance you may give me in this matter will be much appreciated.
Panama R. P.
G. G. S.
1. It does not seem proper to deduct a reserve for depreciation from
merchandise inventories if they are priced at cost when that is lower than
market, particularly when the inventory itself is written down on account
of damage which has already made itself apparent in the goods. If the
goods are invariably priced at cost, regardless of whether that is higher or
lower than market, there would be a justification for the reserve to reduce
the value to market when that is lower than cost, and it would be a proper
deduction from the inventory on the balance-sheet. In that case, also, the
charge required to set up the reserve would be properly made to the profit
and loss account, since the drop to a lower market price is an element com
monly taken into consideration in computing the operating profits for the
year.
But this appears to be a reserve to provide for the contingency of future
deterioration. That being the case, it does not seem proper to deduct the
reserve from the inventory, as the result is an under-statement of the present
value of the merchandise. In such a reserve the three following points
should be borne in mind:
(a) The reserve should not be cumulative. Some reserves are cumula
tive, such as those for depreciation of fixed assets. Others are temporary
only, such as the reserve for bad debts. A reserve set up against an inven
tory applies to that inventory alone and must be dropped when a new
inventory is taken, An illustration may clarify this. If the inventory at
December 31, 1917, is $100,000.00, a 5% reserve against this inventory would
have a credit of $5,000.00. If, at December 31, 1918, the inventory is only
$80,000.00, the reserve should be reduced to $4,000.00. At December 31, 1919,
if the inventory is $120,000.00, the reserve should be raised to $6,000.00.
Thus, the reserve is always 5% of the inventory when the books are closed.
This is the only logical way, because there is no possible reason on Decem
ber 31, 1919, for having a reserve which is the accumulation of $5,000.00 at
the end of 1917, $4,000.00 at the end of 1918 and $6,000.00 at the end of 1919.
(b) The reserve should be set up by a charge to surplus and not to
profit and loss. If the inventory is priced at cost or market, whichever is
lower, and if accrued deterioration is allowed for in valuing the goods, all
elements affecting the current operations of the period will thereby have
been taken into consideration. Any further provision for future losses
should be treated as an appropriation of surplus for purposes of conserva
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tism. Increases or decreases in the reserve, caused by changes in the amount
of the inventory, should therefore he adjusted through surplus account at
the end of the period.
(c) On the balance-sheet, the reserve should be so placed as to be
easily recognized as an appropriation of surplus as a conservative provision
for losses which may possibly occur instead of as a deduction from an asset
on account of losses which have already taken place.
2. It would be improper to call the reserve a reserve for working capital
or a reserve for possible changes in prices, since the reserve is not set up
for either of those purposes. It is a reserve for contingencies, but the use
of the term “reserve fund” is to be avoided, because a fund is supposed to
be an asset.
3. If the reserve is treated as a deduction from the inventory and called
a reserve for depreciation, I do not think you could blame a bank for con
sidering it as a proper deduction from the inventory in ascertaining the true
value thereof.
Reserves and Surplus
Editor, Students’ Department:
Sir : The Z Corporation decides to take over the X Corporation, issuing
for the asset values acquired capital stock in the amount of $600,000.00,
which represents all of the stock of the Z Corporation. This is common
stock and has a par value of $100.00. The statement presented by the X
Corporation is in summary form as follows:
X Corporation
Assets ............................. $700,000.00 Liabilities ........................ $100,000.00
Reserve for depreciation.
40,000.00
Reserve for additions....
60,000.00
Surplus .......................... 200,000.00
Capital stock................... 300,000.00

$700,000.00

$700,000.00

Certain accounts receivable appear on the books amounting to $100,000.00,
which the X Corporation guarantees to the extent of $90,000.00, as being
representative of the amount which would be collected. You are requested
to submit the opening entries for the Z Corporation.
Will you please explain the above problem, and show how it would be
worked ?
Yours truly,
A. F. M.
The opening entries of the Z Corporation would be:
Subscriptions ...........................................................
Capital stock .................................................

$600,000.00
$600,000.00

To record the subscription for the entire issue of our stock.
Accounts receivable...............•..................................
Other sundry assets ................................................
Goodwill ...................................................................
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Liabilities............................................................
X Company guarantee reserve for bad debts.
X Corporation, vendor ....................................

$100,000.00
10,000.00
600,000.00

To record the purchase of all the assets of the X
Company and the assumption of its liabilities.
The X Company guarantees the accounts re
ceivable of a face value of $100,000.00 to the
extent of $90,000.00 only, thus establishing
the value thereof for purposes of the contract
of sale. Payment to be made in our stock.

X Corporation, vendor ...........................................
Subscriptions .................................................

600,000.00
600,000.00

To record the payment of subscriptions and the
cancellation of our indebtedness to the X
Company by applying the right of offset
The reserve for depreciation is not carried over to the books of the new
company, because it presumably took the fixed assets at their depreciated
value, and that value would be the cost to it. If it took them over at some
other value, the goodwill account would be inversely increased or decreased,
but the reserve for depreciation would not be brought over to the new books.
The guarantee reserve for bad debts is necessarily set up because the
Z Corporation must put the accounts receivable on its books at their face;
it cannot write the accounts down to $90,000.00 because it does not know
which ones will prove bad. It takes them over, however, at a net value of
$90,000.00, since that is the guaranteed value. These accounts should be kept
separate from new accounts arising from sales by the Z Corporation, because
losses to the extent of the guarantee are chargeable to the vendor’s reserve,
and because any collections in excess of the $90,000.00 would necessitate an
adjustment of the goodwill account
The “reserve for additions” on the X Company’s books is appropriated
surplus. As the Z Corporation is not bound by the action of the X Corpora
tion, the reserve may be ignored. In order to carry it to the Z Corporation’s
books as surplus appropriated for additions, the debit to goodwill would
have to be increased $60,000.00, which would be very bad accounting.

Profits

on

Deferred Payment Sales

Editor, Students’ Department:
Sir: Will you kindly answer the following question through the Stu
dents' Department? A company sells its product on three years’ credit,
payable in three yearly instalments. The cost of production for one year
is $10,987,600.00; sales, $13,210,900.00; various expenses, $223,300.00. Find
an equitable method of stating profits for the year.
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My opinion is that the profit is $2,000,000.00, obtained as follows:
Sales .......................................................................
Cost of sales ..........................................................

$13,210,900.00
10,987,600.00

Gross profit............................................................
Expenses .................................................................

$ 2,223,300.00
223,300.00

Net profit................................................................

$ 2,000,000.00

I do not see that the three years’ credit has anything to do with the
amount of profit, except for the fact that only a small amount of actual
cash is received and is available for dividends.
Yours truly,
Minneapolis.
A. E. H.
There are several reasons why it would be inadvisable to take up the
entire $2,000,000.00 as a profit of the year in which the sales were made. In
the first place, there is practically no doubt that some of the accounts will
be lost—and no provision has been made out of the $2,000,000.00 for bad
debts. In the second place, the next three years will have to bear a con
siderable amount of expense in collecting these accounts for the benefit of
the year which made the sales. The $2,000,000.00 profit should certainly be
diminished by reserves for bad debts and for collection expense.
But when credits extend over such a long period it is difficult to make
an accurate estimate of the necessary provisions for bad debts and collection
expenses. Moreover, future years may be called on to pay interest on
borrowed funds to carry on the business, because of the fact that the
company’s capital is tied up in long term credits. For these reasons it is
desirable to take up the profits on the basis of cash collections.
The cost of sales represents 83.17 + % of the selling price. Hence, it
may be assumed that 83.17% of all collections represent a return of cost,
while 16.83% represents profits. During each of the years over which these
accounts extend, 16.83% of the collections would be treated as income,
against which would be charged the losses on bad debts, the collection ex
pense and the interest payments. The remaining 83.17% would be treated
as a return of the cost of the goods sold.
While it may be theoretically more accurate to take up the profit in the
year in which the sales were made, setting up reserves for expenses and
losses to be borne in future years on account of these sales, the inability to
estimate the reserve accurately makes the cash collection basis expedient.

Capitalizing Preliminary Expense

Editor, Students’ Department:
Sir: In the books of a prominent real-estate concern, I found an
account called “real-estate acreage,” debited with purchase price, interest
paid on mortgages, real-estate taxes, expenses for transportation, “for sale”
signs and sundry other expense items. The acreage was bought some time
ago and no sales have been made. I am now told to charge 6% on the entire
disbursements (debits).
I would appreciate hearing from you as to whether the recording as
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enumerated is correct. My contention is that all disbursements, except pur
chase price, should be taken out of the asset account, and separate nominal
accounts should be opened for the respective expenses, which would be
closed to profit and loss at the end of the year. I further object to the
charge of 6% interest. More than one of the office force do not agree with
me, stating that the cost of the property is as recorded and should be capi
talized and, when the company offers for sale any property not yielding any
income, 6% on investment ought to be added.
Yours truly,
Brooklyn, New York.
S. M.
It is generally considered that all the actual expenditures necessary to
bring an enterprise to the condition when sales can be begun are part of
the cost of the plant or of the article sold. Applied to real estate, these
expenditures would include payment for all improvements, such as grading,
paving, sidewalks, etc. As it takes time to develop the property, taxes paid
or accrued are an essential part of the cost. As the land cannot develop
itself, the salaries of those who supervise the work are also added. Interest
actually paid during development is usually considered a legitimate element
of cost.
But all this is confined to money actually paid and only during the time
necessary to develop. If the property is ready for sale at the end of one
year, the officers cannot sit down and draw salaries and charge them to the
cost of the property, nor can they so charge taxes and other expenses. In
no circumstances can they charge to the cost of the property any interest
that is not actually paid or payable to an outside party. If they could, an
absurd situation might arise. Suppose the capital of a company is $200,000.00, and that $150,000.00 thereof has been invested in a fruit farm which
will not be productive for five years. If it were legitimate to charge 6%
interest to the cost of the property, an entry could be made each year
charging the property account and crediting profit and loss with $9,000.00.
The next step might be to declare and pay a dividend of 4½%. Such a divi
dend certainly would not be legitimate.

Short Method for Computing Interest on Instalment Notes
Editor, Students’ Department:
Sir : I have been told to use the following rule in computing the interest
on instalment notes given in payment for automobiles. The intention is to
charge simple interest, not compound interest. The rule works out cor
rectly, but I should like to have you explain why it does.
Short method to ascertain the amount of the interest at the rate of 6%
per annum upon the unpaid balance of a sum to be paid off in equal monthly
payments:
Rule: To the sum or principal add one payment; multiply by the total
number of months and divide the result by 400.
Example: Sum or principal, $500.00. To be paid off in 10 equal monthly
payments of $50.00.
Solution: $500.00 + 50.00 = $550.00.
$55o.oo X 10 = $5,500.00.
$5,500.00 ÷ 400 = $13.75.
I do not see why we add one payment to the principal, and where we
obtain the 400.
Yours truly,
T. W. B.
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This rule would be clearer if it were stated as follows:
First step: to the original principal add one monthly payment; multiply
by the number of payments, and divide by 2. The result is the sum of the
various monthly amounts which draw interest.
$500.00 + $50.00 = $550.00.
$550.00 X 10 = $5,500.00.
$5,500.00 ÷ 2 = $2,750.00.

This is merely an application of the principle of arithmetical progression,
using the rule: to find the sum of a series, where each successive number in
the series increases or decreases by a common difference, add the first and
last terms of the series, multiply by the number of terms in the series, and
divide by two.
The $2,750.00 is the sum of the monthly amounts which draw interest at
6%. This fact may be shown thus:

Unpaid principal drawing interest the—
First month............................................................. $
Second month..........................................................
Third month ............................................................
Fourth month......................................................... ,
Fifth month..............................................................
Sixth month............................................................
Seventh month........................................................
Eighth month ..........................................................
Ninth month............................................................
Tenth month.................................................................

Sum of the series....................................................

500.00
450.00
400.00
350.00
300.00
250.00
200.00
150.00
100.00
50.00

$2,750.00

Second step: as each diminishing principal bears interest for one month,
the total interest will be one month’s interest at 6% per annum on $2,750.00.
One month’s interest is one-half of 1%. Hence, divide $2,750.00 by 200,
obtaining $13.75 as the interest.
Two steps combined, as stated in the rule:

To the original principal add one monthly payment, and multiply
by the number of payments.
Divide by 2 and then by 200; or simply divide by 400.
Treasury Stock

Editor, Students’ Department:
Sir: I was recently confronted with a problem in a C. P. A. prepara
tory course in which I am enrolled as a student, the correct answer to which
hinges upon the correct theory of entering treasury stock.
A corporation, having issued its capital stock at par, buys 1,000 shares
at 95, etc. It was the intention of this corporation to resell this stock at a
higher figure, if possible. In making my entry for the purchase of the stock,
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I placed the 1,000 shares on the books at par, with an offsetting entry to
cash and treasury stock surplus, to which the teacher made objection, and
stated that treasury stock should be entered at cost.
Will you kindly inform me which method is correct—whether treasury
stock should be entered at par or at cost ?
Yours truly,
Everett, Massachusetts.
C. L. H.
There is considerable difference of opinion among accountants as to
whether treasury stock should be carried on the books at par or at cost. It
is the opinion of this department that par is the proper figure. The reason
is that when treasury stock is acquired by purchase the capital of the
corporation is automatically reduced and the treasury stock should be
deducted from the capital stock on the balance-sheet, carrying out the
amount of the stock outstanding. Unless the treasury stock is carried on
the books and deducted on the balance-sheet at par, the amount carried out
in the balance-sheet as outstanding will not be the par of the stock.
Putting treasury stock on the books at par will necessitate entries for
the difference between par and purchase price. When the stock is purchased
for more than par, the excess should be debited to surplus. When it is
acquired at less than par, the credit should not be put to surplus until a
re-sale makes the difference a realized increment of surplus. Even then it is
better to credit capital surplus because the item is not an operating gain.
At the time of the purchase the difference between par and cost should be
credited to contingent profit on treasury stock. If the stock is sold at less
than par the difference would be charged to this contingent profit account;
if the balance represents a gain it should be credited to capital surplus to
close the contingent profit account.
Indiana Examinations

Editor, Students’ Department:
Sir : Will you be so kind as to inform me whether the state of Indiana
grants a C. P. A. degree or has any legislation on the subject, and if so
from whom I may obtain the qualifications, date of examination and other
necessary information?

Yours truly,
G. B.

Indiana grants a C. P. A. degree and uses the examinations of the
American Institute of Accountants. You can obtain information by ad
dressing Lawrence F. Orr, secretary of the Indiana state board of account
ancy, State House, Indianapolis, Indiana.

Contingent Stock Donation
Editor, Students' Department:
Sir : As a subscriber to The Journal of Accountancy I request that
you answer the following through the Students’ Department:
1. The directors of a corporation make an agreement with a stock
holder whereby the stockholder consents to donate an amount of preferred
stock to be cancelled for the purpose of creating a surplus, with the under
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standing that when a surplus is earned a bonus of common stock shall be
issued to the stockholder. How would such a transaction be shown upon the
books ?
2. Can a corporation purchase stock above par from its employees ?
Yours truly,
J. W. O.

I do not see how the donation of stock can be made to produce a surplus
unless the donation is unconditional. If the stock is given to the company
outright, the credit may be made to surplus; but when there is an agree
ment to make repayment in common stock at a later time, even though that
agreement is dependent upon a contingency, there is no outright gift, and
a contingent liability has been created instead of surplus. It would seem
to me, therefore, that the charge to treasury stock should be offset by a
credit to an account showing the name of the stockholder and the nature
of the account as a contingent liability payable in common stock.
Unless the credit is made to a liability account there will be no record
justifying the bonus of common stock to the stockholder at a subsequent
time. The bonus could not be recorded as a dividend and charged to surplus
because all stockholders of the same class must be treated alike in the matter
of dividends.
A corporation can purchase its own stock from anyone at any price,
unless the law of the state in which it is organized prohibits corporations
from owning their own stock.

Self-Balancing Ledger
Editor, Students’ Department:
Sir: The term “self-balancing ledger” has come to my attention. I
would greatly appreciate any information that you may be able to furnish
on the subject.
Yours truly,
C. M. T.
A self-balancing ledger is a subsidiary ledger which contains an account
which is an exact duplicate of the controlling account in the general ledger
except that it is kept in reverse. To illustrate: the subsidiary ledger with
accounts receivable could be made self-balancing by posting the totals of
the accounts receivable columns in the books of original entry twice—once
to the controlling account in the general ledger and again to an account
in the subsidiary ledger. But items posted to the debit of the controlling
account in the general ledger are posted to the credit of the general or total
account in the subsidiary ledger. Thus it will have a credit balance equal
to the sum of the debit balances of the individual accounts, and a trial
balance can be drawn from the subsidiary ledger. The self-balancing
feature has the advantage of enabling the subsidiary bookkeeper to test the
accuracy of his work without being obliged to refer to the controlling
account in the general ledger.
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